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Thursday, June 26 2014 WRM# 14-25 

The WRMarketplace is created exclusively for AALU Members by the AALU staff and 
Greenberg Traurig, one of the nation’s leading tax and wealth management law firms. The 
WRMarketplace provides deep insight into trends and events impacting the use of life insurance 
products, including key take-aways, for AALU members, clients and advisors. 

______________________________________________________________________________ 

TOPIC: Frank Aragona Trust v. Commissioner - Impact on Trust Net Investment Income 
for Entrepreneurs 

MARKET TREND:  Clients using trusts to hold closely held business interests for their 
families may face higher taxes from the new net investment income (“NII”) tax rules. Trusts  
may be able to manage this exposure, however, if they materially participate in the trade or 
business activities relative to their business holdings, in order to characterize the income as 
active.  

SYNOPSIS:  NII tax applies to a trust’s passive income, including passive income from a trade 
or business owned by the trust.  Active trade or business income will not incur NII tax, however, 
if the trust materially participates in the business operations.  Although there is very limited 
guidance on what constitutes material participation by a trust and who must participate (the 
trustee, grantor or beneficiary), the IRS has taken the position that a trust can materially 
participate in a trade or business only if the trustees are involved in the business operations 
acting in a fiduciary capacity, and not as employees of the trade or business.  The Tax Court 
decision in Aragona Trust rejects this position, holding that when trustees also are employed in 
the trade or business, the trustees’ activities, as employees, should be considered in determining 
whether the trust materially participates in the business operations.  The holding may increase 
opportunities for trusts to characterize income generated by a trust-owned business as active, 
thus removing such income from the scope of the NII tax. 

TAKE AWAYS:  Families using trusts for business succession planning must manage the NII 
tax. These trusts may be able to characterize income from business interests as active and outside 
the scope of the NII tax if the trusts materially participate in the business operations.  Under 
Aragona Trust, the determination of a trust’s material participation may include the trustee’s 
activities as a business employee.  Arguably, then, appointing a business employee as a co-
trustee could assist in determining that a trust has materially participated in the business.  The 
extent of consideration of the trustee’s employment activities, however, is unclear (e.g., does 
applicable state law or the trust’s sole ownership of the business entity have an impact?), and the 
IRS has not acquiesced in the Aragon Trust decision.  Thus, simply adding co-trustees who are 
employees of a business held by the trust may not ensure satisfaction of the material participation 
requirement.  
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PRIOR REPORTS: 14-12, 12-3.1 

MAJOR REFERENCES:  Frank Aragona Trust v. Commissioner, 142 T.C. No. 9 (March 27, 
2014). 

Trustees have long struggled with the issue of whether income from a trust-owned trade or 
business (“T/B”) qualifies as passive or active income under the passive activities rules of the 
Internal Revenue Code (“Code”).1  For trusts owning T/B interests, this “passive/active” 
distinction has become more significant as the combination of higher income tax rates plus the 
recently implemented NII tax2 has raised federal tax exposure on passive income from a T/B to 
as much as 43.4%.  Thus, the characterization of T/B income as passive or active could have a 
significant impact on a trust’s NII tax exposure.  The recent Tax Court opinion issued in Frank 
Aragona Trust v. Commissioner3 provides much needed guidance on whether income from a 
trust-owned T/B can qualify as active income for NII tax purposes. 

APPLICATION OF NII TAX ON TRUSTS 

The NII tax is an additional 3.8% tax on passive investment income received by individuals, 
trusts and estates.  The bad news for trusts is that the trust threshold for NII tax application is 
only $12,150 in 2014. The NII tax thresholds for individuals are much higher (e.g., $200,000 for 
single filers; $250,000 for married joint filers).   

Note that grantor trusts are excluded from NII tax, as the trust’s grantor reports the trust’s 
investment income on his or her personal income tax returns.4   

WHAT QUALIFIES AS PASSIVE OR ACTIVE INCOME? 

The NII tax applies to passive investment income, which includes gross income from a T/B 
involving passive activities.5  NII does not include operating income from an active T/B.  A 
trust’s ability to reduce its NII tax on income from a trust-owned T/B depends in large part on 
whether the trust’s involvement in the income producing activities is classified as passive or 
active under the Code.   

Code § 1411 and the corresponding final Treasury Regulations provide rules and guidance for 
determining the NII tax but refer to the passive activity rules set out in Code § 469 to decide 
whether T/B income is passive.  Code § 469(c) provides that a “passive activity” is any activity 
which involves the conduct of a T/B, and in which the taxpayer does not materially participate.  
A taxpayer is deemed to materially participate in an activity only if the taxpayer is involved in 
the operations of the activity on a basis which is regular, continuous and substantial.6   

Although the Code, Treasury Regulations and other IRS documents provide ample guidance for 
determining whether an individual materially participates in a T/B, there is very little guidance 
on what constitutes material participation by a trust in a T/B.  While the Treasury Regulations 
under Code § 469 reserve a section for application to trusts, estates and their beneficiaries, no 
additional regulations for that section have been issued.7  Further, in the preamble to the final 
Treasury Regulations under Code § 1411, the Treasury Department and the IRS specifically 
declined to address material participation by a trust.8  
 
 
 
 

http://3046e518b848d4f31d47-d852a7900afdde3ecd88c7f58ca0921a.r78.cf1.rackcdn.com/360827891_v%201_Frank%20Aragona%20v%20Commissioner.pdf
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PRIOR GUIDANCE ON MATERIAL PARTICIPATION BY A TRUST 

Prior to Aragona Trust, guidance provided on the issue of material participation by a trust in a 
T/B with regard to income tax issues was limited to a 2003 district court case and a few 
subsequent IRS rulings.9   

Carter.  The issue of material participation by a trust in a T/B was first addressed in 2003 by a 
Texas District Court in Mattie K. Carter Trust v. United States.10  Carter dealt with a 
testamentary trust that was established in 1956.  Among other assets, the trust owned and 
operated a 15,000 acre cattle ranch.  During the period at issue in the case, the trust employed a 
full-time ranch manager and other full and part-time employees who performed essentially all of 
the activities for the ranch.  The trustee dedicated a substantial amount of time and attention to 
ranch activities.  The ranch manager, however, managed the day-to-day operations, subject to the 
approval of the trustee.   

The IRS argued that the material participation of a trust in a T/B under Code § 469(h)(1) should 
be determined by evaluating only the activities of the trustee in his capacity as such.  The trust 
argued that, because the trust (not the trustee) is the taxpayer, material participation in the ranch 
operations should be determined by assessing the activities of the trust through its fiduciaries, 
employees and agents. 

The court agreed with the trust that the trust is the taxpayer, not the individual trustee, 
concluding that material participation of the trust in the ranch operations should be determined 
by reference to the persons who conducted the business of the ranch on the trust’s behalf, not just 
the trustee.  The court further concluded that the collective activities of those individuals in the 
ranch operations were regular, continuous and substantial, and as such the trust had materially 
participated in the ranch operations. 

TAM 200733023.  The IRS rejected the Carter court rationale in TAM 200733023.  The TAM 
involved a testamentary trust which acquired an interest in a LLC that was engaged in business 
activities.  The trustees contracted with special trustees to oversee and provide services to the 
company.  The contract with the special trustees specifically provided that the special trustees 
would not possess the capacity to legally bind or commit the trust and reserved all decision 
making responsibilities for financial, tax and business matters to the trustees. 

The IRS took the position that the sole means for a trust to establish material participation in a 
T/B is if the fiduciaries are involved in the operation of the business on a regular, continuous and 
substantial basis.  The IRS further concluded that a fiduciary must be vested with some degree of 
discretionary power to act on behalf of the trust.  Since the special trustees did not have any 
discretionary authority to bind the trust, the special trustees were not fiduciaries and thus their 
activities did not count toward the material participation requirement for the trust. 

PLR 201029014.  In PLR 201029014 the IRS reiterated its position that a trust materially 
participates in a T/B activity only if the trustee is directly involved in the operations of the 
business activities on a regular, continuous and substantial basis.  The IRS further stated that, as 
a general matter, the business owner may not look to the activities of the owner’s employees to 
satisfy the material participation requirement; otherwise ownership of the T/B would invariably 
be treated as materially participating in the T/B activity. 

TAM 201317010.  The IRS went even further in TAM 201317010, concluding that only the 
activities of the trustees acting in a fiduciary capacity, and not as employees of the T/B, are 
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considered in determining whether the trust meets the material participation requirement.  In the 
TAM, an individual served both as special trustee of two irrevocable trusts and as president of a 
company in which the two trusts owned an interest.  As special trustee, the individual had the 
power to control all decisions regarding the sale or retention of the stock of the company and 
voting of such stock.  The IRS rejected the trusts’ position that the activities of the special 
trustee, as president of the company, should count towards the material participation 
requirement, stating that the sole means for a trust to establish material participation in the 
relevant activities of a company is if the fiduciaries, in their capacities as fiduciaries, and not in 
any other capacity, are involved in the operations of the relevant activities of the company on a 
regular, continuous and substantial basis. 

THE ARAGONA TRUST DECISION 

On March 27, 2014, the Tax Court finally released it’s highly anticipated opinion in Aragona 
Trust.  Like Carter, the TAMs and the PLR, the case dealt with whether a trust had materially 
participated in a T/B.  The holding in Aragona Trust, however, squarely contradicts the position 
taken by the IRS in its prior rulings. 

In 1979, Frank Aragona created a trust for the benefit of his five children naming himself as the 
trustee.  Following Frank’s death in 1981, he was succeeded as trustee by six successor trustees.  
While one of the trustees was an independent trustee, Frank’s children were appointed as the 
other five trustees, with one of the children appointed as the “executive trustee”.  Although the 
trustees formally delegated their powers to the executive trustee (in order to facilitate daily 
business operations), the trustees acted as a management board for the trust and made all major 
decisions regarding the trust’s property.  The trustees would meet every few months to discuss 
the trust’s business and each of the six trustees received a fee directly from the trust in part for 
attending the trustees’ board meetings.  

The trust owned rental real estate and was involved in other real estate business activities, such 
as real estate development.  The trust conducted some of its rental activities directly, some 
through wholly owned entities, and the rest through entities in which it owned majority interests 
and in which two of the children owned minority interests.  Three of the five children worked 
full time for the trust’s wholly-owned LLC.  The LLC managed most of the trust’s rental real 
estate properties and employed several people in addition to the three children.  The three 
children employed by the LLC received wages from the LLC in addition to trustees’ fees.  The 
trust treated its rental real estate activities as non-passive activities on its fiduciary income tax 
returns and included the trustees’ fees in the calculation of net losses.  The net losses were 
carried back to prior tax years under the net operating loss rules.   

The IRS took the position in Aragona Trust that a trust can only materially participate in a trade 
or business if the fiduciaries, in their capacities as fiduciaries, are involved in the operations of 
the business and that the activities of employees, including trustees who are employed by the 
LLC, should be disregarded.  The trust, on the other hand, argued that the activities of the 
trustees, as employees of the LLC, should be considered in determining whether the trust 
materially participated in the business.   

The Tax Court agreed with the trust, holding that the activities of the three trustees employed by 
the LLC, as employees, should be considered in determining whether the trust materially 
participated in its real estate operations.  The finding was based in part on applicable state law 
which required the trustees to administer the trust solely in the interests of the trust beneficiaries 
– the trustees are not relieved of this duty of loyalty by conducting activities through a 
corporation wholly owned by the trust.  The court concluded that the trust had materially 
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participated in the business because the trustees were involved in the operations on a regular, 
continuous and substantial basis.11   

PLANNING CONSIDERATIONS TO REDUCE NII TAX FOR TRUSTS 

Employee as Co-Trustee.  Given that (1) the limited guidance under Code § 469 shows that 
income from a trust-owned T/B can be characterized as active if the trustees, in their fiduciary 
capacities, materially participate in the business operations; and (2) the Aragona Trust decision 
indicates that services provided by trustees as T/B employees should be considered in 
determining material participation by the trust, appointing a T/B employee as a co-trustee of a 
trust may assist in characterizing the trust’s income from that T/B as active and eliminating the 
potential NII tax exposure on the income.  

Any such approach, however, should be considered with caution.  It is unclear to what extent the 
decision is limited by the facts of the case (e.g., sole ownership of the business by the trust, 
application of specific state law provisions for persons serving as both trustees and employees of 
a trust-owned business). Further, the Aragona Trust holding rejects prior IRS positions, and the 
IRS has not acquiesced in the decision.  To curtail the impact of the Aragona Trust decision, the 
IRS may appeal the decision or issue a notice of non-acquiescence, and/or the Treasury 
Department may promulgate regulations under Code § 469 regarding what constitutes material 
participation for trusts, which limit the effect of the Aragona Trust guidance.   

Using a Grantor Trust Structure.  Where the trust will own an interest in an active T/B in 
which the trust’s grantor materially participates, clients and advisors may consider structuring 
the trust as a grantor trust to classify the trust’s income from the T/B as active, thereby excluding 
it from NII tax.  As indicated above, NII of a grantor trust is attributed to the grantor for tax 
purposes.  Likewise, the activities of a grantor in the T/B are attributed to the trust when 
assessing whether the grantor trust materially participated in the T/B.12   

Other NII Tax Management Options.  If it is not feasible for the trust to materially participate 
in the operations of a T/B, the trustees should analyze the impact of both the regular income tax 
and the NII tax on the trust and its beneficiaries and consider making annual distributions of net 
income to the beneficiaries to reduce the NII tax impact.  Although such distributions will not re-
characterize passive T/B income received by the trust as active income for NII tax purposes, it 
could shift the NII tax burden to beneficiaries who may be in lower income tax brackets and/or 
have lower NII tax exposure (e.g., due to higher NII tax thresholds for individuals).    

TAKE AWAYS 

• Families using trusts for business succession planning need to manage the NII tax. These 
trusts may be able to characterize income from T/B interests as active and outside the scope 
of the NII tax if the trusts materially participate in the business operations.   

• Under Aragona Trust, the determination of a trust’s material participation may include the 
trustee’s activities as a T/B employee.  Arguably, then, appointing a business employee as a 
co-trustee could assist in determining that a trust has materially participated in the T/B.   

• The extent of consideration of the trustee’s employment activities, however, is unclear (e.g., 
does applicable state law or the trust’s sole ownership of the business entity have an 
impact?), and the IRS has not acquiesced in the Aragon Trust decision.   
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• Thus, simply adding co-trustees who are employees of a T/B held by the trust may not ensure 
satisfaction of the material participation requirement. 

NOTES 

                                                
1 See, Code § 469. 
2 Technically titled the “Unearned Income Medicare Contribution Tax,” the NII tax was approved by Congress as 
part of the Health Care and Education Reconciliation Act of 2010 and became effective January 1, 2013. 
3 Frank Aragona Trust v. Commissioner, 142 T.C. No. 9 (2014). 
4 Treas. Regs. § 1.1411-3(b)(i)(v).  Other trusts that are excluded from NII tax include charitable trusts, qualified 
retirement plan trusts, charitable remainder trusts and foreign trusts (although income distributed from a foreign trust 
to a U.S. beneficiary will be subject to NII tax in the hands of the beneficiary). 
5 Code § 1411(c), Treas. Regs. § 1.1411-4. 
6 Code § 469(h). 
7 See, Treas. Regs. § 1.469-8. 
8 IRB 2013-51, T.D. 9644, preamble. 
9  Note that this prior guidance and the issues under consideration in Aragona Trust pre-date the NII tax.  Thus, they 
deal with the determination of active and passive income and the application of material participation rules for trusts 
under various income tax situations and do not directly address the NII tax. 
10 Mattie K. Carter Trust v. United States, 256 F. Supp. 2d 536 (N.D. Tex. 2003). 
11  It should be noted that the Tax Court in Aragona Trust did not address whether the activities of the trust’s non-
trustee employees should be considered when determining a trust’s material participation in the business as this was 
not a necessary element of the case. 
12 S. Rep. No. 99-313, at 735, N. 21 (1985). 
 
DISCLAIMER  

In order to comply with requirements imposed by the IRS which may apply to the 
Washington Report as distributed or as re-circulated by our members, please be advised of 
the following:  
 
THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE USED, AND IT 
CANNOT BE USED, BY YOU FOR THE PURPOSES OF AVOIDING ANY PENALTY  
THAT MAY BE IMPOSED BY THE INTERNAL REVENUE SERVICE.  
 
In the event that this Washington Report is also considered to be a “marketed opinion” 
within the meaning of the IRS guidance, then, as required by the IRS,  please be further 
advised of the following:  
 
THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE PROMOTIONS OR  
MARKETING OF THE TRANSACTIONS OR MATTERS ADDRESSED BY THE   
WRITTEN ADVICE, AND, BASED ON THE PARTICULAR CIRCUMSTANCES, YOU 
SHOULD SEEK ADVICE FROM AN INDEPENDENT TAX ADVISOR. 
 
The AALU WRNewswire and WRMarketplace are published by the Association for Advanced 
Life Underwriting® as part of the Essential Wisdom Series, the trusted source of actionable 
technical and marketplace knowledge for AALU members—the nation’s most advanced life 
insurance professionals.  
 
WRM #14-25 was written by Greenberg Traurig, LLP 
Jonathan M. Forster 
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Richard A. Sirus 
Steven B. Lapidus 



 

7 

                                                                                                                                                       
Rebecca Manicone 
 
Counsel Emeritus 
Gerald H. Sherman 1932-2012 
Stuart Lewis 1945-2012 
 


